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MBS Clearing Cor/Joration (MBSCC) is the sole 

provider of automated trade com/)(lrison, con­

firmalion, risk management, netting and elec­

tronic pool notijlcation services to partici/)(lnts 

in the mortgage-backed securities market. 

These securities, bought and sold in the over-the­

(()unte1; cash, forward and options markets, are 

bached by the Government National Mortgage 

Association (GNl\1A), the Federal Home ["oan 

Mortgage Cor/Joration (rHLMC) and Fannie 

Mae. The hey /Jartici/Jants in this market - the 

nation :5 oldest oj the secondary marhetsfor loan 

assets - are mortgage originators, governmenl­

s/JOnsoTed en tities, dealers, inter-dealer brokers 

and institutional investor Jinns. 

iv1BSCC, established in 1979, is a clearing 

ageru) registered 'with the United States 

Securities and Exchange Commission and is 

affiliated with the National Securities Clearing 

Corj)oration. MBSCC is majority-moned by its 

/Hlrtici/Jants. 



MRS Clearillf.!: CClljiomlion elided 1997 with clearillf.!: 

([lid Llel'lrollic Pool Solij/mlion (i:PN) (lclivil\, levels well 

{/hmd oj 1996, dill' 10 Ihe gt:llemlly slrollg jmjimll(llIlP ojlhe 

lllOrlgage-b(lc/;nl secllrilies market allrl Ihe addilion oj'.IP1'eml 

lIew /JarlicijJallls. 

AI Y'({H'nd 1997, iHH)'CC's revelllles/iolll o/Jeraliolls tOlaled 

$14.9 lIIillion, ujJ j/olll $13.1 millioll 01 ymH'lId 1996. 

CllmjJruerl trade-side volllllle jmlll IIlIr dNirillp,' snvlces 

Seillellll'lli B{/I(lIIce Ordel; Trade jill' Tmdp (11111 Ojltiolls 

illomserl 10 jJl'l'l'PIlt olin 1996 10 $8.6 trillioll (,()lIIj)({ml wilh 

$7.8 Irillion. 111 1997, Ihe highesl 1I11111111e IF('()rded 1/!{/S ill 

Oclob('l; rising strollgly to $885.5 billio II , verlllS October 

1996\ hif.!:h IIj$741.8 billioll. 

Also, AIBSCC elimill({ted 84 jJl'ITml oj'the .ll'ftlelllelll V{/Ille oj 

lrades I'I/lnNljor lIeltinp,', {f 3 jJacml illONISI' over 1996, ({lid 

Inle.liglll'd ils lIetlillg jJl(II'I'SS III ,Ihorll'l/ Ihl' lime ,1/HlII/iDlII lIel­

tillg to sl'lIll'lIImt d([y fmlll 96 10 72 hmns. nilS r/wllge 

mll/ced jJarticipanl.l' sl'lIleml'l/l oj an addiliollal 600,O()() 

jlools (lnd decre(lsed their dmmll(,(, ((Isis by all innnw'lItal $6 

million ([bove Ihe eslilll([led $47 millioll saved ill 1997. 

111 1997, we It'alized 0111' O/ijl'Cti11(' 10 III()),' dosely lie j}{{rtici­

P(l II ts , servia pes to actllal operating costs by IN/IiCillg dis­

({Jlllliable servicl'/i'l's 20 jJl'r(l'lIl, ('/FYI ivl' wilh/(lIIlIm), 1998 

billing. This r/nisioll rl'jlnls cOII,lislrlll p:mwlh ill Ihe 11.1'1' oj 

elmrillg senlias alld slmr/yjlxed expellses. 

III 1997, the II II III iiI'!' oj/'PS lisen illomsed 10 71, wilh Ihe 

(/I/'Inlt face v([llies ojjJools swellillg to sli,l!:htly lIIore Ih(lII $2 

Irilfioll jiD/II $1.4 trillioll Ihe jJlnliolis yem: filiI' MRSCC:' 

olher ,ll'nlicl's, i:PN is doillf.!: ilsjoli well- agglcslively extl'lId­

illg efficiency illto Ihl' COIllj)({I'isOIl alld settlellleni jJrocesses, 

IFriliCillg Ihe overall ('()sls ofdoillg busilless, ([lid lIIailltaillillg 

a Il'1 lel ojinfimllalio17 tmcking that COlltillUOIlSly delT(,({.IPs Ihe 

lIulllber o/fails. 

Resjlondillg to indllstry IFrIUtsts fill' a PC-based method 10 

I'xchrllige ],PN illfill'll/atiml, MBSCC 1([lIl1ched Ii Iiela tesl of 

DIS), Pool in 1997. This high(yjlexihle, high-.I/ilwl dala COII­

v('Isioll ,1}lln!l h({s benl so well }'('!'eivnl by j}{{rlicij)({nls that we 

jllan to repla(e EPN\ lerlllin({1 s),stem, PJ~V1:X with l~'aSJ 

Pool ill 1998, III Ihe ((JlIlillg yew; WI' will also 1001< to Ilse Ihe 

l~'P"V jJ/atJimn fill' a rml-lillle Imde-m({lchillg service. This Sfi C 

11ice would a/liml jmrtici/)(/Ilts the o/ll)()rtlillit)' to If'jlOrt alld 

((In,'!'1 Imdes alld Iheir di.I(,}Y'jHlt/cil's a/lIlosl illlll/edialely, 

glnlily reducillg I'XjJO,IIlIC 10 1tl(IIi<el shijis. 

PI({lls 10 illlTmse collllnlivitv ({1I101l,1!,' j)({rlicij)([lIls by slmight­

throliKh jlrocessing wert brollghl dO,lpr lo/i'lIiliorI last J(,{[I: A.II 

a{!;lY'ellll'lll made by AIBSCC, Standard & Poor:5 alld The 

LJejlllsitor)' 1/'11.11 Comjlany (])TC) jlmled Ihe wily ji)I' Ihl' 

is,IIUlIl(,(' 0/ CUS1Ps jill' To Be ,-lllnounf'l'd Imde lerms. This 

sigllifies thl' adllelll (I/a stand(ml thmllKh which dijj('lFllt fIIli­

lies C(1I1 (Olllllllll/ieale illjonl/alion. Silllilarly, AIB.)'CC has 

wo";ml c/o,l!'l)' wilh D"1'C 10 allgmelll ils illSlilliliolla/ DelivelJ 

sysll'lII 10 ({(,(fjJl Itlortgage-mlated ((Ill/innatioll il/fill'lllalillll. 

Rl'Sf)()llding 10 Ihe IIfer/s 0/ ({1I jlarlicijmllis in our mmliel, 

iH8SCCjiJ(llled Oil eX/J(lIlIIiIlK illslillitiOIl(d /JarlicijJalioll ill 

1997. This cOlltillUillg eifilrt is exjm'(ed 10 11'.51111 in illslilll­

liollal jlarticijJalioll exceeding 50 jH'lU'lIt 0/0111' mellllmshijJ ill 

Ihl' lIexljew ,YNlrl, 

,\larkinK (III imjlOrl(1II1 stejl ill 0111' elfortl 10 develojllinhs wilh 

/I/{/rhel j)({rticijl(lIlts olliside our n([liollal borr/l'Is, in 1997 we 

welcomed as dNlringjml'tici/)(fllts two Fischn limnc!s Tlces & 

H(IItS, Illc.-lIlallaged variable mjJital invest/1/eJ/t cOllljJallies 

dOlllieiler! ill ill'lrlllri, and Ihree CDC: Cajlilal jilllds in 

ruxplllbolllg. Furlher globaliwlioll oj the jil/allcial m(lIitels 

will IiINIII g:mwillg rlilltlsily ill ill lIl',1 I 111m I jJOrljolios. We /fIllsl 

be jlrejwreri/orllzis I'vNllualily, {lllhl' sallle lillie I'I7SII rillg ,wj{'­

ly {II/(/ soulldness (IS we !lml lUilh Il'Kulaliolls alld irlve,lllllenl 

I'Ilvimnllll'llls Ihal difli'rjimt/ ('o/llllr), 10 COUlltl)'. 



IJllp;e Imllsllrlioll 110/111111',1, 

/mg:lhy ,11'11/1'1111'111 periods lind the riflllllllll.l 

oj 1111 i II (lY'I/,1 iup;ly hPll'rogl'lll'OllS bloc oj i i/1wsiOIS 

11'11 II ill' 11<I!,'i/alll SIIIH'il/allrl' oj 011 I' lish IIIll1/ap,'i'l1If/1t polieies, 

IJlst }I'III; we pmjJo,led sevl'm/ importalll po/icy rhallges 

lI'p,wding cO//lllem/iwlillll, IIII' /iabilily IfSjJOIISibililifS 11/ 
jJl'illCij!ll/s, alld Ihl' jJlocess IIj 1i1lllidalillg: II jimlll'/' Imrlici­

j!llll/\' opell Imdes, jUlJlf lire on Ihl' dmwiIlP:/IO{l/d/or 1998, 

The emllOlllic aili,1 ill Soulhmsl Asill /asl 111111111111 clertrl)' 

sigilli/i'll Ihl' ill/1I1I'11CI' oj /im'ip:1I markel j}/obll'lIIS 1111 0111' 

dllme,l/ic I/lllrke/.I, The sillllliion served 10 Im/finll IlIel'!limc)' 

oj 0111' risk IIIIl II af!,t'llIellI jJoliries IIlIIl Ihe IJIIgoillP: 1tI1J/l! 

ojollr Risk Miwap/IIII'III CliIIl/llitl!'!' ill hl'/jJillg liS IIIl1illlaill 

II strollg posilioll (It IIl/lillles, 

MBSCC is ill ([ II II iqul' .lIllie ojr{'{/dilll'ss to miN lite lIext lIIil­

/1'11 II ill III, (Jill' IIjJjJlimliolls hm'e lOllg If/1ntl'll bOlld IIlalllril), 

dllies be),olld Ihe -",,'i'llI' 20()U \\J' Ille Ilpgmrlillg 0111' ojJemting 

s),stellls IIl1d jJlog:mllllllillg,' IlIflp,'ulIges, 1I11r1 (/ dedi((lled jJroject 

II'IlIfi is ml/llbomlillg wilh Ihe Secllrilies II/dllslr)' Associalioll 

II) ('IISlIIe Ihal Ihe ,\Ins illdllslr), is lall'qllalel), jm'jJlllnl. 

\\71.i11' jiietl,lillg Oil Imilis ill Ihl' illduslry ([lid delf'llllillillg 

WIl)'S to Illake Ihl' Imrlillg jm)(Pss 111011' ejJlcil'Jll, ('qlllllf)' illlj}()/~ 

111111 is Ihe rilly-Ill-day Illar/lIgl'lIIl'lIt oj Ihl' busilless. 7/tel1' llIi' 

111(111)' illdividllllls ill1lohwd ill Ihese InjlOllsibilitil's. (Jill' /J{//~ 

liei/)([lIls IIl1d OWI/I'I:I ... ollr illdllslr), all/lilltes: lite BOlld 

1\11111<1'1 Associalioll lind Ihe IlIdllstr)' SllIlIrllmliwlioll /in' 

IlIslitllliollll/ Trade COlIIlllLlllim/ioll gmlljJ .. , Ihl' Ihree U.S. 

IIP/lieiI'S wilh01l1 whose SIl/J/IO1'1 Ihl' l'('.lidenlia/ Jnortp,'{{p,p 

ind1lslr)' wOllld be III a slll1ldslil/ ... 0111' /JOan/ IlI1d ({)J/lli/i/lfe 

1i/I'IIlbns who gil l(, so Illuch lime, i 1I11'Iligmce {[ rid It isloliClll 

jm:ljJecli1 l(' 10 Ihe /mlcess of IlIlIkillg Ihis /Jusilll'.ls tlWIP efJlciellt 

jill' I'VCI)'OIlI' illvohJ('{1 ... IIlId 0111' co-worken, II ,Iii/rill sll/!f; 

{oyillllld exlrl'me/), dl'dimled 10 i\lBSCC. 

~\I' II(/wowlerige ([lid ,Ii II (1'1'1'1)' Ihallk Iht'll' illriivirillit/S IIl1d 

org({llizlllili/ls/o/' Iheir v({/llable (jjiil'/.I ill /Jlt'p(lrillg MNSCC 

/iJl II 11i/J/a III, I'Illflp;i ngjilt II It'. 

Ronald A. Stewart 
Plniriml ({lid 

Chiejl'>'xl'futive Of/i(1'! 

Frank J. DeCongelio 
Choinllllll oj the /Jo(lIff 



GROWT H AND CHANGE 

1 the last five yean, an evolution of the market has 

taken IJlace, as institutional investon - corporations, 

commercial banks, life insurance companies, pension, 

trust and mutual funds - have taken a larger and more 

active stake in mortgage-backed securities. Five yean 

ago, a Faction of our participants were front the buy-side 

community; today the), relJresent nearly 401Jercent. 

With guidance from our bmker-dealer members and orga­

nizations such as ISITC (the Indust'f)l Standardization 

for Institutional Trade Communication grouP), in 1997 

we launched an intensive effort to increase our under­

standing of the needs of these memben, as well as to 

introduce them to our services. 

While our prima'ry constituents continue to be the bmker­

dealer community, we aTe in agreement with OUT member'S 

that the mO'le firms using our tested and pmven systems, 

the more efficient the trading process will become, and the 

more money the industry will save. 

In 1994, the investment firm of Fischer' Francis Trees & 

Watts, Inc., began using MBSCC's netting service on 

behalf of its clients. "Before that, our largest pmblem was 



clearing mortgages, " pxjJlained Michael L. Wynp, direc­

tor oj ojJerations. "With netting, there are no pools 

attached to our TBA trades and so, efJectively, our 

settlement volume has been reduced by thousands oj pools 

per month. As a major mortgage player, we can 't emjJloy 

the marketing strategies we want without using the 

clearing corporation. " 

For MBSCC's Jull Jamily oj jJarticijJants, several new ser~ 

vice enhancements, begun in 1997, will move closer to 

being completed in the coming yea'l: A mong them is 

allowing trades executed with Zero Variance Stipulations 

to become eligible Jor clearing ser'vices, a move heralding 

the beginning of an ambitious jJmgram that will enable 

all terms oj a trade, no matter the Trade Stipulation or 

Specification, to be compared, confirmed and recorded. 

The benefits are substantial - Jewer/ailed trades Jor par­

ticijJants and, as a result, considerable cost savings. 

Other p-rograms underway are thp ability to validate the 

Jactors oj a stJeriflc mortgage jJool and pass along the 

i11/ormation to EPN users, and moving our Comparison 

Only service to full jJTOduction in 1998. During the jJilot 

jJhase last year; ComjJmiso'n On ly, which gives firms the 

ability to automate the comjJarison and conJinnation oj 

To Be Announced trades, reached more than $66 billion 

in tJaT value entering the system. 

While these initiatives in theiT totality may seem ambi­

tious, they have benl jJlanned within timetables that are 

both atJtJTOjJriatP and jJractical, consider'ing the impera­

tives oj Year 2000 and the efJect oj the coming EumjJean 

iV!onptary Union 011 OUT membeTS' strategic tJlans. 



CREATING A SEAMLESS PATH 

h e dawn of the tmnscontinental mil-road broke aji,er 

thp Civil Wm; when a hodgepodge of milroad tracks 

stretching from cities and towns along the East Coast 

converged in Omaha, Nebraska, and beta me /Jart of a 

larger design: the junction of the Union Pacific and 

Central Pacific Railroads. Suddenly, citizens could 

movp ('('lsily. Goods could travel in a fraction of the old 

time. The level of commerce rose. 

The J'v1BS industry - indeed the entire investment indus­

try -faces a similaT threshold of o/Jportunity, as the drive 

to deliver stmight-through /Jrocessing /JUshes forward. 

Consider the unique chaTacteristics of the MBS market: 

• months between trade date and settlement date; 

• an average trade par value of $14 million; 

• a tmde that can vary from the original face value -

to a maximum of $1 0, 000 /Jer $1 million traded. 

These me extmordinm)l 'risk-'related vmiables that could 

be better controlled through straight-through /Jro­

cessing - as a result, increasing eJ11-

In a world where conn(lctivity allows information to trav­

el easily around the globe - and corjJorations to seize 

business ojJjJoTtunities quickly - the MBS mark(lt still 

o/Jemtes with se/Jarate and distinct communication 

channels, many of them manual, and using incom/)ati­

ble languages. 

At NIBSCC we are add'!essing the challenge of moving a 

trade through confi:nnation, notification and settlement 

without interruption. Redundant processes could be 

eliminated. Errors could be '!educed, and corrected 

quickly, if they exist. And thp bottom line could strengthen. 

Progress is being marlp; and EPN is the key. MBSCC has 

jJro/Josed to the industry a solution where EPN, after 

receiving a pool notifitation message from a bToher-deal­

e); would take over the l'ransmiltal of that information to 

the buying institution anrlto DTC, whose system would 

then transfer the data directly to its Standing 

Instructions Database. Confirmations and affirmations 

would flow easily among dealers, institutions and agmt 

banks. A nd all information ndated to j)ool notification 

would be delivered in the universal language of nine-



digit CUSIPs. SimlJly Imt: a standardizpd, orderly merh-

anism replacing the vintage tangled web that now exists. 

Latr) last year, MBSCC and DTC announced that 

Standmd & Poor's CUSJPs will be used as the identifier 

JOT To Be Announced trades, incorjJorating such neces­

sary information as IJroduct, agency, (;OulJon, maturity, 

settlement month and check digit. bnplernent ation is 

schedulfd Jor 1998. 

We strongly believe that industry-wide converswn to 

CUSIPs is Jundmnr)ntal to the success of straight-through 

processing and will greatly advance the highwa.y 0/ con­

nectivity among trading entities. With Jurther /inks 

Jrom EPN to DTC's Standing TnstrucLions Data­

base, a comlJlete conJirmation will be achieved. 

• • 

Face Value of EPN Messages 
(in billions) 

• 4th Quarter 

• 3rd Quarter 
2nd Quarter 

• 1 5t Quarter 

1996 

$484.4 

355.5 

339.1 

244.0 

1997 

- $635.0 

525.9 

445.2 

439.4 



MANAGING MARKET RISK 

L eland Brendsel, chairman of the P'ederal Home Loan 

Mortgage Corporation, has said that "the greatest era for 

'/lwrtgage lending lies just beyond the century marh." 

With growth comes the jJotential for increased rish, as 

mOTe j)(lrticipants beyond the brokel~dealer community 

enter the maThet, jJlacing new requiTements on the indus­

try, and cleating the need to reassess the adequacies of the 

various components of our risk management process. 

A key part of this rish management effort is achieved 

through MBSCC's netting services - which last year 

eliminated apjJroximately 84 jJercent of the settlement 

value of trades entered into the system, a 3 jJercent 

increase over 1996. In 1997, we took additional stejJs to 

safeguard the interests of our members, thus ensuring 

that they are adequately rovered at all times. Particijxtnts 

Fund allocations and limited cross-guaranty agreements 

with other clearing agencies now complement daily 

margin requirements. 

In recent times, there has been a significant increase in 

the amount of mOTtgage-backed securities and Treasuries 

dejJosited as collateral. Rerognizing this trer/,d and to 

better protect jJarticijmnts ' jinancialjJositions, last year 

NIBSCC instituted stejJs to ensure that an adverse mar~ 

helmovement would not signijimntly e-rode the collater­

alized jJosition of the firm. We moved up by one day noti­

jlration of new margin req'uilelnen ts created through net­

ting~ as well as jHlrticijxtnts' oblig:alions to meet these 

requirements. Both measures are designed to increase 

m.embers' and NIBSCC~ certainty thaI unforeseen events 

will not lesult in jinancialloss. 

'rhese iniliatives, among many begun or imjJlemented 

last year; are par-t of a larger agenda that addresses the 

inevitable eXjxtnsion and safety oflhe MBS mruhet. 77zls 

agenda will include an analysis of the benefits of offer~ 

ing a non-mutualized trade guarantee for some trades. 

While j\!IBSCC al the present time matches net buyers 

and sellers, and r-equiles mar-gin payment until trades 

(tie settled, we have never been imposed i 11 the 171 iddle of 

the pTOress. Surh a rhange in our struct1l'le could reduce 

the jJotential fOT rlemanc( gridlock and excessive costs or 

financial loss to particij)(lnts should a member 



finn be Jorred to liquidate its holdings. In the sa me vein, 

we are exploring ways to imjJTove our liquidity in the 

event oj jJaymen t shortfall by a member: Thfsf issues 

will, oj course, require a thoTOugh Trroinv oj our 'mernbn~ 

shijJ requirn nen ts and consensus by OUT members that 

they aTe in the best interests of the industry. 

We also intend to strongly chamjJion l1w re timely sub­

mzsswn of trade terms on tmde date since margin 

requirements cannot be detfrmined 1-wtil this inJor-

mation is 'leceived. At MBSCC, we fully accejJl the 

imjJe1ative oj being IJTep(tTed JOT growth - in all its 

tomplexities. In such an enviTOnment, the issue 

oj risk is l)([ramount, and it is th f inter­

locking sUjJj)OTt mechanism oj sound 

IJolicies and IJTOredmes that will 

hell) w 'rry us JonvaTd. 

Clearing System Volume 
Total Par Values of Compared Trade Sides 
(In billions) 

• 4th Quarter 

• 3rd Quarter 

2nd Quarter 

• 1 st Quarter 

1996 

$1,995.7 

1,984.1 

1,890.7 

1,933 .5 

1997 

$2,279.2 

2,233.2 

2,053.7 

2,013.2 



MBS CLEARING CORPORATION 

BALANCE SHEETS 

December 31, 1997 1996 

(111 th () II '" II d,) 

Assets 

Cash and cash equivalents $ 5,541 $ 5,077 

Accounts receivable 795 636 

Participants' deposits 639,888 1,075,259 

Fixed assets, less accumulated depreciation of $7R8,000 and 

$423,000 at December 31, 1997 and 1996, respectively 891 1,042 

Other assets 202 487 

Total assets $647,317 $1,082,501 

Liabilities and Stockholders' Equity 

Liabilities: 

Accounts payable and accrued liabilities $ 2,429 $ 2,242 

Participants' deposits 639,888 1,075,259 

Total liabilities 642,317 1,077,50] 

Excess of net assets acquired over purchase price (Note 2) - 677 

Stockholders' equity: 

Common stock, no par value: 

Class A: 50,500 shares authorized, 38,346 shares issued 

and outstanding at December 31, 1997 and 1996 1 1 

Class B: 5,000 shares authorized, 4,260 shares issued 

and outstanding at December 31,1997 and 1996 432 432 

Retained earnings 4,567 3,890 

Total stockholders' equity 5,000 4,323 

Total liabilities and stockholders' equity $647,317 $1,082,501 

The accom Jan ,in f ) g noles are an inte -af ?(1 rio- these statements. gr t j 

10 



MBS CLEARIN(~ CORPORATION 

STATEMENTS OF INCOME AND RETAINED EARNINGS 

For the Year Ended December 31, 

Revenue: 

Operations 

Discount to participants 

Net revenue fi'om operations 

Interest income 

Amortization of excess of net assets 

acquired over purchase price (Note 2) 

Total revenue 

Expense: 

Employee compensation 

Systems and related support 

Rent, maintenance and utilities 

Professional and other services 

General and administrative 

Depreciation 

Total expense 

Income before income taxes 

Income tax provision: 

Current 

Deferred 

Total income tax provision 

Net income 

Retained earnings, beginning of year 

Retained earnings, end of year 

Tilt' (lccolfljJanying noh's {(It' an integral part oftht'se statements. 

1997 1996 

(In thou,;!n",) 

$14,916 $13,137 

8,015 6,949 

6,901 6,188 

826 646 

677 1,083 

8,404 7,917 

3,430 2,850 

2,179 2,016 

207 20;) 

872 940 

674 537 

365 286 

7,727 6,834 

677 1,083 

(66) (283) 

66 283 

- -

677 1,083 

3,890 2,807 

$ 4,567 $ 3,890 

II 
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MBS CLEARING CORPORATION 

STATEMENTS OF CASH FLOWS 

For the Year Ended December 31, 

Cash flows from operating activities: 

Net income 

Adjustments to reconcile net income to net cash provided bv 

operating activities: 

Amortization of excess of net assets acquired over purchase price 

Depreciation 

Decrease (increase) in operating assets: 

Accounts receivable 

Other assets 

Increase(decrease) in operating liabilities: 

Accounts payable and accrued liabilities 

Net cash provided by operating activities 

Cash flows from investing activity - purchase of fixed assets 

Cash flows from financing activity - repayment of note 

payable on purchase transaction 

Net increase (decrease) in cash and cash equivalents 

Cash and cash equivalents, beginning of year 

Cash and cash equivalents, end of year 

Supplementary disclosures: 

Interest paid 

Income taxes refunded 

The a cco mjJa nying notes are an integraljJart oj these statemrnts. 

1997 1996 

(In thOll'''"(''I 

$ 677 

(677) 

365 

(159) 

285 

187 

678 

(214) 

464 

5,077 

$5,541 

$ 

$ 153 

$1,083 

(1,083) 

286 

106 

1,423 

( 1,247) 

568 

(314) 

(1,662) 

(l,408) 

6,485 

$5,077 

$ 42 

$1,467 



MBS CLEARING CORPORATIOI"-J 

NOTES TO FINANCIAL STATEMENTS 

December 31, 1997 

Note 1 Organization and Operations 
MBS Clearing Corporation (MBSCC), a clearing 

agency registered with the Securities and Exchange 
Commission, provides trade comparison and settle­
ment processing for mortgage-backed securities. 

Note 2 Summary of Significant Accounting Policies 
Cash Fquivalfnls: MBSCC invests funds in overnight 

reverse repurchase agreements, which are considered 
cash equivalents. Such agreements provide for 
MBSCC's delivery of cash in exchange for securities 
having a market value which is at least 102% of the 
amount of the agreement. An independent custodian 
designated by MBSCC takes possession of the securi­
ties. Overnight reverse repurchase agreements are 
recorded at the contract amounts and totaled 
$5,541,000 and $4,890,000, at December 31, 1997 and 
1996, respectively. At December 31, 1997, one finan­
cial institution was counterparty to this agreement. 

Fixer! Assets: Fixed assets consist primarily of com­
puter hardware which is depreciated on a straight-line 
basis over three or five years. 

Excess of Net Assets /J.cquimj Over Purchase Price: Under 
a stock purchase agreement dated August 12, 
1994, MBSCC acquired all the outstanding stock of a 
predecessor corporation which was a subsidiary of the 
Chicago Stock Exchange, Incorporated. This acquisi­
tion had been accounted for as a purchase transaction. 
The fair value of net assets acquired by MBSCC exceed­
ed the purchase price by $4,738,000. The excess was 
first allocated to reduce fixed assets by $1,488,000. 
The remaining $3,250,000 excess has been amortized 
to operations on a straight-line basis over three years. 

Inrome Taxes: Deferred tax assets and liabilities are 
provided for the expected future tax consequences of 
temporary differences between the carrying amount 
and tax basis of assets and liabilities. 

Financiallnstruments: Management believes that the 
carrying value of financial instruments approximates 
market value. 

~'slimates: The preparation of financial statements 
in conformity with generally accepted accounting prin­
ciples requires management to make estimates and 
assumptions that afkct the reported amounts of assets 

and liabilities and disclosure of contingent assets and 
liabilities at the date of financial statements and the 
reported amounts of revenues and expenses during 
the reporting period. Actual results could differ from 
those estimates. 

Note 3 Participants'Deposits 
The rules of MBSCC require its participants to 

maintain a minimum deposit in cash and to make 
additional deposits to cover market differentials to 
secure participants' obligations. Additional amounts 
may be assessed against participants in accordance 
with MBSCC's rules. 

Participants' deposits consist of cash, securities 
issued or guaranteed by the U.S. Government or its 
agencies, and letters of credit. A summary of the 
deposits held at December 31, 1997 and 1996 follows: 

Cash 

Securities issued or guaranteed 

by the C.S. Government or its 

agencies, at market 

Letters of credit 

$ 
1997 

44,5R4,000 

595,304,000 

367,119,OOO 

Im)6 

:s .< 4,H25,OOO 

1,070,434,000 

491,391,000 

MBSCC has entered into a limited cross-guaranty 
agreement separately with National Securities Clearing 
Corporation (NSCC), International Securities 
Clearing Corporation, Government Securities 
Clearing Corporation, and the Participants Trust 
Company under which these entities have agreed to 
make payment to each other for any remaining unsat­
isfied obligations of a common defaulting participant 
to the extent that these entities have excess resources 
of the defaulting participant. 

Note 4 Transactions with Related Parties 
NSCC, a minority shareholder of MBSCC, provides var­
ious support services and office facilities to MBSCC. 
The costs of providing these services are charged to 
MBSCC in accordance with the provisions of a service 
agreement. The agreement expires in 1999 and will 
automatically be extended after the initial five-year 
term unless canceled by either party upon six months 
prior written notice. Charges to MBSCC pursuant to 
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this agreement totaled approximately $65c),000 in 
1997 and $567,000 ill 1996. Amounts payahle to .t\SCC 
at Decemher 31, 1997 and 1996 were $5B3,OOO and 
$149,000, respectiyely. 

MBSCC is contingently liable, under a service agree­
ment, for a portion of NSCC's office lease which 
expires on December 31,2012. At December 31,1997, 
the contingent commitment ofMBSCC for the remain­
ing lease period is approximately $1,700,000. 

Note 5 Income Taxes 
MBSCC files Federal, .t\ew York State, New York City 

and Illinois income tax returns. The 1997 and 1996 
income tax provisions differ fi·om an amount based 
upon the statutory Federal income tax rate of 34% due 
to the amortization of the excess of net assets acquired 
over purchase price. The tax effect on temporary dif­
ferences that give rise to significant portions of 
deferred tax assets consist primarily of depreciation 
and employee benefit costs. 

Price JJUterhouse LLP 

Note 6 Post-Retirement Benefit Plans 
All eligible employees of MBSCC participate in 

NSCC's trusteed, noncontributory defined benefit 
pension plan. In addition, MBSCC also participates in 
NSCC's noncontributory supplemental executive 
retirement and benefit restoration plans which pro­
vide for certain benefits to identified executives of 
:vmscc upon retirement. Further, MBSCC also par­
ticipates in .t\SCC's life insurance program which pro­
vides payment of death benefits to beneficiaries of eli­
gible retired employees and NSCC's health insurance 
program which provides benefits to eligible retired 
employees. In 1997, costs for these plans aggregated 
$155,000 and were determined based upon an actuari­
al calculation using information related to all eligible 
MBSCC employees. Disclosure of post-retirement ben­
efit obligations, expense components and actuarial 
assumptions for the NSCC plans are included in 
.t\SCC's 1997 financial statements. 

REPORT OF INDEPENDENT ACCOUNTANTS 

d February 12, 1998 

gel p () r (I I i 0 11 

In OlIr opinion, the accompanying balance sheets and the related statements of income and retained earnings 
and of cash t10ws present fairly, ill all material respects, the financial position of MBS Clearing Corporation at 
December 31, 1997 and 1996, and the results of its operations and its cash t10ws for the years then ended in con­
formity with generally accepted accounting principles. These financial statements are the responsibility of the 
Company's management; our responsibility is to express an opinion on these financial statements based on our 
audits. We conducted our audits of these statements in accordance with generally accepted auditing standards 
which require that we plan and perform the audit to obtain reasonable assurance about whether the financial state­
ments are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the 
amounts and disclosures in the financial statements, assessing the accounting principles used and significant esti­
mates made by management, and evaluating the overall financial statement presentation. 'ATe believe that ollr 
audits provide a reasonable basis for the opinion expressed above. 



MANAGEMENT'S REPORT ON RESPONSIBILITY FOR 
INTERNAL CONTROL OVER FINANCIAL REPORTING 

To I h 1300ld of Dilectols olld Febl-uary 12, 1998 

S I 0 c k hoi del S 0 f M B SCI eo I ill 9 C ,) r pOlO I i 0 II 

MBS Clearing Corporation (MBSCC) maintains a system of internal control oyer financial reporting which is 
designed to proyide reasonable assurance regarding the preparation of reliable published financial statements. 
The system contains self-monitoring mechanisms, and actions are taken to correct deficiencies as they are identi­
fied. Even an effective internal control system, no matter how well designed, has inherent limitations - including 
the possibility of the circumvention or oyerriding of controls - and therefore can provide only reasonable assur­
ance with respect to financial statement preparation. Further, because of changes in conditions, internal control 
system effectiveness may vary oyer time. 

MBSCC's management assessed its internal control over financial reporting as of December 31, 1997, in relation 
to criteria for effectiyc internal control described in "Internal Control-Integrated Framework" issued by the 
Committee of Sponsoring Organizations of the Treadway Commission. Based on this assessment, MBSCC believes 
that, as of December 31,1997, its system of internal control over financial reporting met those criteria. 

Ronald A. Stewart 
President and Chief 
Executivc Officer 

Price HUterhouse LLP 

Marvin B. Koehler 
Chief Financial Officer 
and Treasurer 

REPORT OF INDEPENDENT ACCOUNTANTS ON 
INTERNAL CONTROL OVER FINANCIAL REPORTING 

To the Boold of Directors ond February 12, 1998 

Siockhoid IS of MBS Cleollllg C()rpololioll 

We ha\T examined management's assertion that MBS Clearing CorpOl-ation (MBSCC) maintained effective 
internal control over financial reporting as of December 31, 1997 which is included in the accompanying 
Management's Report on Responsibility for Internal Control Over Financial Reporting. 

Our examination was made in accordance with standards established by the American Institute of Certified 
Public Accountants and, accordingly, included obtaining an understanding of the internal control over financial 
reporting, testing, and evaluating the design and operating effectiveness of the internal control, and sllch other 
procedures as we considered necessary in the circllmstances. We believe that our examination provides a reasoll­
able basis for our opinion. 

Because of inherent limitations in any internal control, errors or irregularities may occur and not be detected. 
Also, projections of any evaluation of the internal control over financial reporting to future periods are subject to 
the risk that the internal control may become inadequate because of changes in conditions, or that the degree of 
compliance with the policies or procedures lllay deteriorate. 

In our opinion, management's assertion that MBSCC maintained effective internal control over financial report­
ing as of December 31, 1997 is fairly stated, in all material respects, based upon criteria established in "Internal 
Control-Integrated Framework" issued by the Committee of Sponsoring Organizations of the Treadway 
Commission. 
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PARTICIPANTS/USERS 

Member Name 

ABN AMRO Chicago Corporation 

A.G. Edwards &: Sons, Inc. 

Adams, Viner and 'vlosler 

Allianz of America, In c. 

Anchor Nat iona l Life Insurance Company 

BancAmerica Robertson Stephens 

Banc One Capital Corp. 

Banc One Mortgage Corporation 

Bankers Trust Companv 

Bankers Trust (DcJ<lI\'are) 

BT Alex. Brown In corporated 

BZW Securi ties, Inc. 

Bear, Stearns &: Company 

CalAmerica Life Insurance Co. 

Cantor Fitzgerald Securities 

Chase Manhattan Bank 

Chase Manhattan Bank-Portfolio 

Chase Manhattan Mortgage Corporation 

Chase Securities Inc. 

Citicorp Mortgage, Inc 

C1\A Financial Corpora ti on 

CPR (USA) Inc. 

Compass Bank 

Coun trywide Home Loans, Inc. 

Countrywide Securities Corp. 

Cowen &: Compa ny 

Cra igie Inc. 

Credit Suisse First BoslOn Corporation 

Daiwa Securities America, Inc. 

Dean Witter Reynolds Inc. 

De lawa re Sccli ri lics Processing Corp. 

Deutsche Morgan Grenfell Inc 

Donaldson , Lufkin &Jenreue Securities Corp. 

EllinglOn Managcment Group LLC as Investment 

Advisor for Ellington Mortgage Partn ers LP 

EVEREN Clearing Corp. 

EXCO USA Securities, Inc. 

Federal Home Loan Mortgage Corp. 

First Tennessee Bank 1\.A. (Capital Markets) 

First Union Corporation 

Fi scher Francis (Charter ATL) 

Fischer FI'ancis Trees and WallS, Inc. 

FFTW - Freddie Mac Gold Mortgage Libor PC 

Fund PLC - Fund A Subsidiary Company Limited 

fFTW - f reddie Mac Gold Mortgage Libor PC 

Fund PLC - Fund B Subsidiary Company Limited 

FFTW Funds, In c. - Mortgage Total Return Portl()lio 

Garban LLC 

Goldman , Sachs & Company 

Goldman , Sachs Asset 'vlanagemen t 

Greenwich Capital Markets, Inc. 

Gruntal & Co., L.L.c:. 

HIMCO 

HSBC Securities, Inc. 
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Member Name 

Hilliard Farber &: Co .. Inc. 

III Finance Ltd. 

III Global Ltd. 

J.P. Morgan Securiti es Inc. 

IPMI\1 

Jenn ison Associates 

Lehman Brothers Inc. 

Liberty Brokerage In c. 

Lincoln Capital Management Co. 

Long Term Capita l Portfol io LP 

MBS Fund Alpha 

'vIBS Fund Caspian 

'vIBS Fund Gamma 

'vlanufaClurers and Traders Trust Co. 

'vjarine Midland Bank 

'vIcDonald &: Co. Secu ri ties 

'vlerri ll Lvnch GS I 

'vlorgan Gua ranty Trust Compalw of NY 

'vlorgan Keegan & Company 

\ 'Iorgan Stanley Market Products, Inc. 

i\'ationsB<lnc 'viontgoillery Securitjes. Inc. 

i\'ationsBank. :'-I .A. (Carolinas) 

l\ew Yo rk Lifc Insurance &: Ann uity Corp. 

i\c\\' Yo rk Life Insurance Company 

1\ikko Securities Intern<ltional , Inc. 

1\omura Securiti es International , Inc. 

Norwesl Mortgage 

Oppenheimer & Company, In c. 

PaineWebber Inc. 

PFL Life Insurance Co. 

Principal Financial Securities, In c. 

Prudential Capital Management 

Prudential Secu ri ties 

Ravmond/ames &: Associates, Inc. 

Republic l\ational Bank 

Residential Fund inl-( Corporation 

SBe Warburg, Inc. 

Salomon Brothers Inc. 

Smith Barney, In c. 

Societe Generale Securities Corp. 

Spear, Leeds &: Kell ogg 

Stephens In c. 

Sun America Inc. 

Sun America Life Insurance Co. 

Sun America 1\ational Life Ins. Co. 

SunTrust Equi table Securiti es, In c. 

Texas Commerce Bank 

Travelers Investment Group 

UBS Secu ri ties LLC 

Vi ning Sparks, IBG. 

Weiss Peck & Greer 

Wellington :Vlanagement Company, LLP 

Western A.\set Managemcill Com pall ) 

WestLB Securities Americas Inc. 
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MBS CLEARING CORPORATION 

Frank J. DeCongelio 
Chairman of the Board, MBS Clearing Corporation 
Managing Director 
Credit Suisse First Boston Corp. 

Ronald A. Stewart 
President and Chief Executive Oflicer 
M BS (:learing Corporation 

Edward Almeida 
Senior Managing Director 
Bear, Stearns & Co. Inc. 

Joseph P. Bzezinski 
Managing Director 
Donaldson, Lufkin & Jenrette Securities Corporation 

Frank DiMarco 
Director, Global Equity Operations 
Merrill Lynch 

Patricia M. Dodson 
Vice Presidcnt 
Federal Home Loan Mortgage Corporation 

Ronald G. Keenan 
:vlanaging Director 
Chase Securities Inc. 

David M. Kelly 
President and Chief Executive Officer 
National Securitics Clearing Corporation 

Laura E. LoCosa 
Principal 
Morgan Stanlev & Company, Inc. 

Eric N. Miller 
Director 
Salomon Brothers Inc. 

Edwin F. Payne 
Chairman and Chief Executive Oflicer 
Liberty Brokerage Investment Corp. 

Ernest A. Pittarelli 
Managing Director of Operations 
UBS Securities LLC 

Edward F. Watts, Jr. 
Managing Director 
Goldman, Sachs & Co. 

CJiiicclS 

Frank J. DeCongelio 
Chairman of the Board 

Ronald A. Stewart 
President and Chief Executive Officer 

Robert S. Bennett 
Assistant Treasurer 

Anthony H. Davidson 
Vice President, Assistant Secretary 
and Associate General Counsel 

Lynn Douglas 
Managing Director and Chief Operating Officer 

Virginia Hauson 
Vice President and Director of 
Information Technology 

David F. Hoyt 
Assistant Secretary 

Marvin B. Koehler 
Treasurer and Chief Financial Officer 

Dennis Paganucci 
Vice President and Director of Marketing & Sales 

George Parasole 
Vice President, Member Services & Operations 

Robert J. Woldow 
Secretary and General Counsel 
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